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We  acknowledge  the  support  provided  by  the  Health  Care  Financing  Administration. 
The  total  budget  for  all  studies  funded  through  this  cooperative  agreement  was 
$338,831.  The  statements  contained  in  this  report  are  solely  those  of  the  authors  and 
do  not  necessarily  reflect  the  views  or  policies  of  the  Health  Care  Financing 
Administration,  the  Urban  Institute,  or  its  sponsors.   The  grantee  assumes 
responsibility  for  the  accuracy  and  completeness  of  the  information  contained  in  this 
report. 


PROJECT  DESCRIPTION 

The  major  goal  of  this  cooperative  agreement  was  to  produce  a  set  of 
Geographic  Practice  Cost  Indices  (GPCIs)  that  could  be  used  as  payment  adjusters 
in  the  Medicare  Fee  Schedule.  The  basic  idea  is  that  practice  cost  differences  are 
measured  as  a  function  of  differences  in  professionals'  median  hourly  earnings, 
median  hourly  earnings  of  nurses  and  other  workers  employed  by  physicians, 
apartment  rents,  and  malpractice  insurance  premivuns.   Differences  in  these  input 
prices  were  combined  into  a  Laspeyres  index,  where  the  weights  were  equal  to  the 
share  of  practice  revenues  accovmted  for  by  each  expense  category. 

The  GPCIs  derived  in  this  study  incorporated  esimings  data  from  the  20 
percent  sample  of  the  1980  censtis  (an  earlier  study  by  the  sEune  research  team 
was  forced  to  rely  on  the  1  percent  sample  because  of  time  constraints).  These 
data  improved  the  precision  of  the  estimates  and  allowed  us  to  estimate 
dififerentials  based  on  where  people  worked  as  opposed  to  where  they  lived.  We 
also  used  more  recent  input  prices  from  the  Department  of  Housing  and  Urban 
Development  (for  measuring  variations  in  apartment  rents)  and  from  the  HCFA 
Survey  of  Medical  Malpractice  Insurers  as  well  as  updated  physician  survey  data 
to  determine  the  relative  importance  of  each  factor. 

In  a  follow-up  study  related  to  the  geographic  adjustment  of  Medicare  fees, 
we  also  proposed  a  set  of  geographic  areas  that  could  be  vised  as  an  alternative  to 
the  cvirrent  payment  localities.   Our  basic  approach  was  to  rely  on  statewide 
payment  areas  unless  there  was  evidence  to  suggest  that  this  would  be 
inequitable.   Since  practice  costs  tend  to  be  highest  in  areas  of  high  population 
density,  we  focused  on  the  need  to  allow  for  higher  payments  in  the  most  densely- 
populated  metropolitan  areas.   In  addition,  we  considered  an  approach  to  defining 
areas  that  would  have  allowed  for  weU-targeted  bonus  payments  being  provided  to 
physicians  practicing  in  the  most  isolated  rural  areas. 

In  a  secondary  phase  of  this  cooperative  agreement,  we  examined 
geographic  variation  in  Medicare  physician  service  volume  and  assignment  rates 
to  assess  the  impact  of  two  specific  Medicare  policies.   In  one  study,  we  considered 
the  impact  of  the  Hospital  Prospective  Payment  System  on  the  growth  in  Medicare 
expenditures  between  1983  and  1985.   In  a  second  study,  we  explained  the  growth 
in  assignment  rates  during  the  1984-1985  fee  freeze  and  the  start  of  the  formal 
Participation  Agreements  that  provided  incentives  for  physicians  to  accept  all 
Medicare  claims  on  an  assigned  basis.   Both  of  these  studies  rehed  on  multivariate 
regressions  in  their  analysis. 

The  principle  findings  of  this  project  are  as  follows: 

0  A  number  of  GPCIs  with  reasonable  face  validity  could  be  developed  from 
available  data  sources.   We  concluded  that  the  preferred  alternative  used  earnings 
data  based  on  where  individuals  worked  for  areas  with  substantial  amoimts  of 


inter-area  commuting.  We  found  that  an  index  that  did  not  adjust  for  differences 
in  the  cost  of  physician  time  (i.e.,  professional  earnings)  would  be  inequitable  for 
physicians  in  high-cost  areas. 

0  A  comparison  of  our  preferred  alternative  to  1987  prevailing  charges  showed 
that  the  index  explained  almost  one-half  of  the  geographic  variation  in  average 
charges;  however,  the  strength  of  this  relationship  varied  by  procediire.   The 
extent  of  unexplained  variation  impHes  that  an  adjustment  based  on  this  index 
will  redistribute  payments  from  currently  high-  to  low-priced  areas. 

0  Medicare's  PPS  led  to  a  small  reduction  in  physician  expenditujres.  This 
resulted  from  a  reduction  in  inpatient  spending  in  of  approximately  7  percent  that 
was  offset  by  a  5  percent  increase  on  the  outpatient  side. 
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EXECUTIVE  SUMMARY 

The  major  goal  of  this  cooperative  agreement  was  to  produce  a  set  of 
Geographic  Practice  Cost  Indices  (GPCIs)  that  could  be  used  as  payment  adjusters 
in  the  Medicare  Fee  Schedule.   We  applied  a  methodology  that  had  been  derived 
by  the  same  research  team  under  an  earlier  HCFA-funded  study.  The  basic  idea 
is  that  practice  cost  differences  are  measured  as  a  function  of  differences  in 
professionals'  median  hourly  earnings,  median  hourly  earnings  of  nurses  and  other 
workers  employed  by  physicians,  apartment  rents,  and  malpractice  insurance 
premiums.   The  primary  refinement  of  the  GPCIs  undertaken  in  this  study  was 
the  incorporation  of  earnings  data  from  the  20  percent  sample  of  the  1980  census 
(the  earlier  study  was  forced  to  rely  on  the  1  percent  sample  because  of  time 
constraints).   This  data  improved  the  precision  of  the  estimates  and  allowed  us  to 
estimate  differentials  based  on  where  people  worked  as  opposed  to  where  they 
lived.  We  also  used  more  recent  data  for  measuring  the  other  index  components 
and  for  determining  the  relative  importance  of  each  factor.   In  a  follow-up  study, 
we  also  proposed  a  set  of  geographic  areas  that  could  be  used  as  the  basis  for  the 
adjustment  as  an  alternative  to  the  cvurent  payment  localities. 

In  a  secondary  phase  of  this  study,  we  examined  geographic  variation  in 
Medicare  physician  service  volume  and  assignment  rates  to  assess  the  impact  of 
two  specific  Medicare  policies.   In  one  study,  we  considered  the  impact  of  the 
Hospital  Prospective  Payment  System  on  the  growth  in  Medicare  expenditures 
between  1983  and  1985.   In  a  second  study,  we  explained  the  growth  in 
assignment  rates  during  the  1984-1985  fee  freeze  and  the  start  of  the  formal 
Participation  Agreements  that  provided  incentives  for  physicians  to  accept  all 
Medicare  claims  on  an  assigned  basis. 

The  principle  findings  of  this  project  are  as  follows: 

0  A  nvunber  of  GPCIs  with  reasonable  face  validity  could  be  developed  from 
available  data  sources.  We  concluded  that  the  preferred  alternative  used  earnings 
data  based  on  where  individuals  worked  for  areas  with  substantial  amounts  of 
inter-area  commuting.  We  found  that  an  index  that  did  not  adjust  for  differences 
in  the  cost  of  physician  time  (i.e.,  professional  earnings)  would  be  inequitable  for 
physicians  in  high-cost  areas. 

o  A  comparison  of  our  preferred  alternative  to  1987  prevailing  charges  showed 
that  the  index  explained  almost  one-half  of  the  geographic  variation  in  average 
charges;  however,  the  strength  of  this  relationship  varied  by  procediu-e.  The 
extent  of  unexplained  VEuiation  implies  that  an  adjustment  based  on  this  index 
will  redistribute  payments  fi-om  currently  high-  to  low-priced  areas. 

0  Medicare's  PPS  led  to  a  small  reduction  in  physician  expenditures.   This 
resulted  from  a  reduction  in  inpatient  spending  in  of  approximately  7  percent  that 
was  offset  by  a  5  percent  increase  on  the  outpatient  side. 
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